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Please note/important notes: 

 
This tutorial letter contains the key to questions provided in tutorial letter 102. 

 
 

 

1 INTRODUCTION 
 

The keys to questions as per tutorial letter 102/3/2016 only cover certain of the study material in 
the study guide. This does not mean that the areas that are not covered are less important. All 
the study material in the various topics is of equal importance. 
 

2 IMPORTANT PRINCIPLES TO REMEMBER BEFORE YOU WORK 
THROUGH THE ANSWERS OF THE VARIOUS QUESTIONS 

 
NOTE:  Keep in mind that the mark allocation in the questions obtained from Graded 
Questions on Auditing 2016 by Gowar and Jackson is 1 mark per valid point, while you 
will be allocated 1½ marks per valid point described and 1 mark per valid point listed, 
unless stated otherwise. A 40-mark question thus requires 40 valid points from you, 
while, in the examination, the same question where each point is described will be worth 
60 marks (40 x 1½). 
 
You must take note of the following important principles before you work through the answers of 
the various questions: 

 

 You must write out the answer within the required time. 

 

 Mark your answer against the suggested solution. 

 

 Take note of the mistakes/omissions made and correct your answer. 

 When working through the solutions you must not study the solutions 
off by heart. Rather try and understand how we got to that solution, 
then you will be able to apply the principles to other questions as 
well. 

 

 Make notes in the study guide at the end of each study-unit of the 
mistakes made and aspects to concentrate on to obtain marks. 
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3 ANSWERS TO THE QUESTIONS 
 
Study unit 3.3 – Identification and assessment of risk 
 
QUESTION 1 26 marks 
 
1.1 Risk of material misstatement at the overall financial statement level 20 marks 
 

(a) Risk indicator 
 

(1 mark each) 

(b) Description of the risks of material misstatement 
at the overall financial statement level 

 (1½ marks each) 
 

1. Going concern risk indicators of 
Goldrush:  
 
1. Increase in the gold price led to a 

decrease of manufacturers in the 
jewellery business sector which 
indicates a volatile market. 

2. Decrease in sales volumes. 
3. Discontinued business opera-

tions. 
4. Decrease in profits by more than 

40%. 
5. Loss of a large number of clients. 
6. Increase in the outstanding 

debtors balance and outstanding 
days. 

7. Fines to be paid in terms of the 
Consumer Protection Act. 

(Marks awarded for a maximum of 5 
risk indicators.  Thus 5 x 1 = 5 marks) 

1. The annual financial statements (AFS) may be 
materially misstated due to as the going concern 
assumption might not be appropriate as indicated by the 
going concern risk indicators, namely the existence of a 
volatile market in the jewellery business sector, the 
decrease in sales volumes, discontinued business 
operations, decrease in profits, loss of a large number of 
clients, increase in the outstanding debtors balance and 
outstanding days and the fines that has to be paid in 
terms of the Consumer Protection Act. 

 
 The AFS may be materially misstated due to 

manipulation in order to disclose a better financial 
position as Goldrush is currently experiencing a lot of 
going concern issues (overstatement of assets and 
income and understatement of liabilities and expenses). 

 
 

 

2. Manager is the owner of the entity. 2. The AFS may be materially misstated due to 
manipulation as management might engage in 
fraudulent financial reporting by inflating the 
performance and position (eg overstatement of revenue) 
of the entity or by reflecting a poor performance and 
position (eg overstatement of expenses) of the entity to 
save on taxation to be paid over to the South African 
Revenue Services. 

3. Acquired a subsidiary. 3. The AFS may be materially misstated due to error 
because Goldrush acquired 60% of the issued shares of 
Butterfly (Pty) Limited, which necessitates the 
preparation of consolidated financial statements for the 
first time (group financial statements). 

 
 The AFS may be materially misstated due to error 

because of the complexity of the accounting in terms of 
the business combination standard (IFRS 3). 

4. Related parties. 4. The AFS may be materially misstated due to error 
because of the related party relationship that exists 
between Goldrush and its subsidiary as the disclosure of 
these relationships and transactions might be incorrect 
in the financial statements. 
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(a) Risk indicator 
 

(1 mark each) 

(b) Description of the risks of material misstatement 
at the overall financial statement level 

 (1½ marks each) 
 

5. No back up made of the accounting 
data. 

5. The AFS may be materially misstated due to error/fraud 
in a poor control environment because it seems that not 
all of the general internal controls are in place as 
indicated by the fact that no back ups were made of the 
accounting data. 

6. Use of the work of a service bureau 
(third party) that has to capture all 
accounting data again. 

6. The AFS may be materially misstated due to error as the 
service bureau might not be competent and 
appropriately qualified to process all of the accounting 
data on behalf of Goldrush. 

 
 The AFS may be materially misstated due to error as the 

internal controls at the service bureau might not operate 
effectively. 

((10 x 1 = 10) + (9 x 1½ = 13½) = 23½, maximum 20) 

 

 
Comments 

 
 
 This question requires you to describe the risk of material misstatement at the overall 

financial statement level. What does this mean? 
 

 To refresh your memory, refer back to the term risk of material misstatement.  

 Remember, the term risk of material misstatement refers only to two components of audit 
risk namely inherent risk and control risk. Therefore, you should only describe inherent 
risks and control risks, and exclude answers dealing with detection risk. Detection risk only 
affects the auditor. 

 At the overall financial statement level implies that you should describe the risks and the 
effect they have on the financial statements as a whole. Therefore, do not describe risks 
that involve specific line items and assertions in the financial statements, because this will 
be describing risks of material misstatement at the assertion level.  
 

 How should you approach a question dealing with risk of material misstatement at the overall 
financial statement level? You should apply the following steps: 

 

Step 1:  Identify the risk indicators while reading through the given scenario. 

Step 2: Identify the applicable audit risk component, ie inherent risk or control risk. 

Step 3: Describe the risk of material misstatement at the overall financial statement level. 

  
 

 Remember, by describing the risk indicator, you did not necessarily describe the risk. No marks 
will be awarded for describing the risk indicator. You have to link the risk indicator to the risk 
of material misstatement in the financial statements in the given scenario. Therefore, 
always attempt to describe the risk by starting off with one of the following sentences:   
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(continued) 
 

“The AFS may be materially misstated due to error because ...”   
“The AFS may be materially misstated due to fraud because ...” 
“The AFS may be materially misstated due to manipulation because ...” 
“The AFS may be materially misstated due to a poor control environment because ...” 
“The AFS may be materially misstated due to accounting on an inappropriate accounting 
basis because ...” 

 
Then follow this up by explaining WHY the financial statements will contain material 
misstatements.  
 

 

1.2 Risk of material misstatement at the assertion level 6 marks 
 

 There is a risk that the allowance for credit losses is calculated incorrectly by 
management who might use inappropriate estimates. 

 There is a risk that the allowance for credit losses is understated by not identifying and 
including all the relevant debtors in the calculation of the allowance in order to 
increase profits. 

 There is a risk that the allowance for credit losses is understated in order to overstate 
debtors to improve the financial position of the entity at year end. 

 There is a risk that the allowance for doubtful debts is calculated incorrectly (1½ 
marks) and that the amount is not transferred correctly to the accounting records (1½ 
marks). 

  (5 x 1½ = 7½, maximum 6) 

 
QUESTION 2 16 marks 
 
Risk of material misstatement 
 
1. Increase risk at financial statement level.  If management is evasive and dismissive of the 

audit function, it suggests they have something to hide or they are incompetent both of 
which increase the risk of fraud or manipulation in the financial statements.  This is not 
specific to a particular assertion and could manifest itself in numerous assertions. 

 
2. Increase risk at assertion level.  This risk relates specifically to a line item, namely 

inventory, in the financial statements and is therefore classified as a risk at assertion level.  
This is likely to have implications for the valuation of inventory (obsolete inventory write 
down). 

 
3. Decrease risk at financial statement level.  If management’s remuneration is no longer 

based upon earnings, there is less incentive for them to manipulate the financial 
statements eg select inappropriate accounting policies to reflect higher earnings.  The fact 
that their monthly salaries have been increased further reduces this incentive. 

 

 

Hint for the examination:  This question indicated that directors’ annual bonuses were 
based upon earnings.  Earnings comprise of income less expenses.  The risk does not 
only relate to one specific line item in the financial statements and is therefore not at the 
assertion level.  The risk relate to a number of line items (income items less expense 
items) which make up the financial statements and are therefore at the financial 
statement level. However, if the question indicated that directors’ annual bonuses were 
based on turnover, the risk will be at assertion level.  The reason for this is that turnover 
is one specific line item in the financial statements. 
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4. Increase risk at financial statement level.  Internal audit can be regarded as an internal 
control and the removal of any good control increases the risk of misstatements not being 
detected.  The overall control environment is also weakened. 

 

5. Increase risk at assertion level.  This risk relates specifically to specific line items regarding 
the revaluations of assets in the financial statements and is therefore classified as a risk at 
assertion level.  The more complex the transaction the greater the risk that the account 
headings to which the entries relate will contain misstatement.   

 

6. Increase risk at assertion level.  The credit controller authorises credit terms and passing 
of credit notes.  Specific line items in the financial statements are therefore influenced, 
namely debtors and revenue, which increase the risk at assertion level. The risk relates to 
a serious break down in approval procedures and segregation of duties as invalid credit 
notes could be passed and credit terms can be changed. 

 

7. Increase risk at financial statement level.  Overriding of controls by management weakens 
internal control and the control environment.  It would seem that management do this to 
improve the “figures” to show the holding company that they are “performing”.  Overriding 
controls is a means of fraudulent manipulation and could affect any number of assertions 
and line items in the financial statements and is therefore classified as a risk at financial 
statement level. 

 

8. Increase risk at financial statement level.  Where there are transactions/dealings with 
related parties, eg fellow subsidiaries, there is an increase in the risk that the transactions 
and relationships are not disclosed correctly in the financial statements.  Another risk 
might also be that if transactions are not at “100% arms length” financial statements might 
be manipulated (fraudulent financial reporting) in any number of ways and could affect 
numerous assertions. 

(8 x 2 marks each = 16) 
 
QUESTION 3  28½ marks 
 
Risk of material misstatement at the assertion level 
 
Inventory 
The risk related to inventory should be regarded as high. 

    (1 mark) 
 

Valuation 
1. Most inventory is imported.   

- There is a risk that inventory might not be translated at the correct exchange rates at 
the transaction date or at year end. 

- There is a risk that by determining the cost of inventory the incorrect omission or 
inclusion of import duties or insurance are taken into account. 
 

2. The company deals in fashion items and sells mainly to a market which is easily influenced 
by fads and trends.  It is therefore highly probable that there will be significant slow moving 
inventory for which the company may underprovide. 

 
Existence 
There is a strong incentive for the directors to manipulate inventory (increase inventory and 
decrease cost of sales) to ensure that the company achieves the predetermined net profit 
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before tax so as to ensure that long-term loans are not called up, particularly as the company is 
illiquid. 

 
Rights 
Some risk arises by virtue of the fact that inventory which is in transit (imported) may have been 
included before the risks and rewards of ownership has passed to Under 18 (Pty) Ltd. There is 
incentive for the company to do this (see existence of inventory).  
 
Completeness 
There are two factors which increase the risk that not all inventory has been included: 
 
1. Imported inventory-in-transit for which the rights of ownership have transferred to Under 18 

(Pty) Ltd may be omitted. 
 
2. Inventory is held at multiple locations (shops and warehouse) and may be omitted in error. 

(7 x 1½ = 10½) 
 
Sales  
The risk associated with sales is high. 
 (1 mark) 
 

Completeness 
There are two factors which affect the risk associated with this assertion. 
 
1. 35% of the company’s sales are made for cash which increases the risk that sales will be 

understated (by cash sales remaining unrecorded). 
 
2. It is not in the director’s interests to understate sales due to the need to achieve the 

predetermined profit targets.  
 

Occurrence 
The major risk with this assertion is that the company may include fictitious sales (and debtors) 
so as to increase net profit before taxation so that the loans are not called up.  
 
Accuracy, cut-off and classification 
There seems to be little risk associated with these assertions.  However, there is the possibility 
that April sales could be intentionally recorded as March sales (cut-off). 
  (4 x 1½ = 6) 
 
Accounts Receivable  
The risk associated with accounts receivable is high. 
 (1 mark) 
 
Valuation 
1. There is a risk that credit terms are relaxed by the directors to increase sales. 

 
2. Whilst this may increase credit sales, and hence the accounts receivable balance at year-

end, it is likely that there will be increased losses from bad debts for which the company 
may underprovide as it is in their interests to do so. 

 
3. As credit sales make up 65% of the company’s sales it is likely that accounts receivable 

will be a very material figure on the balance sheet, large enough to contain material 
misstatement. 
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Existence 
In order to achieve predetermined profit targets directors have a real incentive to overstate 
sales which may result in the inclusion of fictitious debtors.  
 
Rights 
There is no evidence to suggest any risk associated with this assertion.  
 
Completeness 
The risk associated with this assertion is likely to be low as there is no incentive for the directors 
to understate this – the incentive is to overstate debtors. 
  (6 x 1½ = 9) 
 (Total marks = 28½) 
 
 
Comments on question 3 
 

 

 
This question dealt with the risk of material misstatement at 
assertion level. An important aspect to remember when 
answering a question regarding the risk of material misstatement 
at the assertion level is to always list the assertion affected with 
your risk. 
 
 
 
 

If you wrote as part of your answer any risks that related to the auditor not detecting material 
misstatement you need to revise the definition of the risk of material misstatement. The risk of material 
misstatement only includes inherent risk and control risk and excludes detection risk. 
 
Do you know the difference between describe the risk of material misstatement and assess the risk of 
material misstatement? When asked to describe the risk of material misstatement, you will only 
describe the risks that increase the risk of material misstatement. However, if you are asked to assess 
the risk of material misstatement, you will have to describe the risks that decrease as well as increase 
the risk of material misstatement. In addition to this you also conclude (assess/evaluate) the risk as 
low, medium or high.  
 
When required to describe the risk of material misstatement, remember you need to describe what 
might be wrong with the financial statements. The financial statements might normally be misstated due 
to the following reasons namely: 
 
1) Errors 
2) Fraud or manipulation 
3) A poor control environment 
4) Accounting on an inappropriate accounting basis, for example on the going concern basis instead 

of the liquidation basis. 
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QUESTION 4  27 marks 
 

4.1 Significant risk at the overall financial statement level 

 

(a) Risk indicator 
 

(1 mark each) 

(b) Description of the significant risks at the overall 
financial statement level 

(1½ marks each) 
1. Sells produce internationally. 
 

1. The annual financial statements (AFS) may be materially 
misstated due to error as Farmville sells produce internationally 
and the accounting treatment for exporting and hedging is 
complex. 

2. Managed by its 
shareholders. 

2. The AFS may be materially misstated due to 
fraud/manipulation as management may engage in fraudulent 
reporting to reflect a better picture of the financial performance 
of the farm (overstatement of assets and income and 
understatement of liabilities and expenses). 

3. Directors receive 
performance bonuses based 
on profits. 

3. The AFS may be materially misstated due to 
fraud/manipulation as directors might engage in fraudulent 
financial reporting for example overstatement of revenue and 
understatement of expenses to maximise performance 
bonuses. 

4. Related parties (owners who 
are close family members). 

4. The AFS may be materially misstated due to error because of 
the related party relationship that exists between Farmville and 
the owners who are close family members as the disclosure of 
these relationships and transactions might be incorrect in the 
financial statements. 

5. Loss of livestock due to 
drought. 

5. The AFS may be materially misstated due to accounting on an 
inappropriate accounting basis as the going concern 
assumption might not be properly accounted for and/or 
disclosed. 

6. Lack of funds to raise capital 
to build the water 
infrastructure. 

6. The AFS may be materially misstated due to accounting on an 
inappropriate accounting basis as the going concern 
assumption might not be properly accounted for and/or 
disclosed. 

7. Financials to be used to 
obtain financing from the 
Land Bank. 

7. The AFS may be materially misstated due to 
fraud/manipulation as directors might engage in fraudulent 
financial reporting to ensure that financing from the Land Bank 
will be obtained (especially due to the going concern 
problems), for example, overstatement of assets and income 
and understatement of liabilities and expenses. 

8. Tight audit deadline. 8. The AFS may be materially misstated due to error as the 
financial results prepared by the client might be incomplete due 
to time pressure. 

9. Discontinue with producing 
dairy products due to 
electricity problem. 

9. The AFS may be materially misstated due to accounting on an 
inappropriate accounting basis as the going concern 
assumption might not be properly accounted for and/or 
disclosed. 

 (9 x 2½ = 22½, maximum 15) 
 
Note: 

If you were required to describe the risk of material misstatement instead of significant risks, remember 
the solution will be exactly the same as given above.  Remember, significant risks are risks of material 
misstatement and most risks of material misstatement require further consideration. 
 

However, if you were required to describe the significant risks related to fraud, your answer should only 
include the answers related to fraud (refer to study units 3.3 and 3.4 for examples). 
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4.2 Risk of material misstatement at the assertion level 

 

(a) Description of the risks of material misstatement at the 
assertion level for property, plant and equipment 

(1½ marks each) 

(b) Assertion 
  

(1 mark each) 
1. There is a risk that the items of property, plant and equipment may 

be overstated because the farm wants to obtain finance from the 
Land Bank. 

 

Existence (quantity 
overstated) or 
Valuation (items values 
inflated) 

2. There is a risk that the tractors are not valued at the correct amount.  
Most of the tractors are not in working condition and should be 
written off. 

Valuation 

3. There is a risk that the items of property, plant and equipment are 
not valued correctly due to the use of the incorrect useful life and/or 
residual value (1½ mark), because tractors are no longer in a 
working condition but are carried at significant carrying amounts (1½ 
mark). 

Valuation 

4. There is a risk that the land might not be carried at the correct value 
owing to the drought suffered during the year. 

Valuation 

5. There is a risk that the expert (land surveyor) to be engaged might 
not be competent, experienced and/or objective and therefore land 
might have an incorrect value in the AFS. 

Valuation 

6. There is a risk that Farmville does not have right to ownership of the 
items of property, plant and equipment, because they will be offered 
as security to obtain financing. 

 

Rights 

((7 x 1½ = 10½) + (7 x 1 = 7), maximum 12)) 

 
Study unit 5.1 – Internal control revision from a management perspective 
 
QUESTION 5 41 marks 
 

 
Weakness 

 

 
Recommendations 

1. There is a lack of suitable documentation to 
initiate production i.e. no “production order”, 
“job card” or similar document (1½).  

 
 

1.1 Pre-printed, sequenced multi-part production 
orders should be introduced (1½).  

1.2 Once sales/marketing have notified the 
production manager of what is required, he 
should compile and sign a production order 
for each technician to complete a specific 
job, e.g. manufacture 25 surveillance 
cameras (1½). 

1.3 The production order should list every 
component required to construct the item to 
be manufactured (1½). 

1.4 The production order should be distributed as 
follows: 

 copy 1 – to the technician 
 copy 2 – to the component warehouse 
 copy 3 – to the foreman/production office 
 (a fourth copy could be sent to the finished 

goods store) (1½). 
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Weakness 

 

 
Recommendations 

2. There are inadequate custody controls over 
component inventory, e.g. technicians enter 
the warehouse and select the items they 
require (1½).  The responsibility for custody of 
inventory is not isolated to a warehousing 
section; this increases the risk of all kinds of 
inventory losses (1½). 

2.1 A component warehouse storeman should be 
appointed.  (If cost is a factor, the warehouse 
clerk could be trained and/or issues of 
components could be restricted to a specific 
time each morning, supervised by the factory 
foreman.) (1½) 

2.2 Technicians and other employees should not 
be given access to the component store, and 
physical access techniques should be 
introduced as necessary (1½). 

3.1 No isolation of responsibility for inventory 
movement.  There is no documentation to 
control the requisitioning or issue of 
components (1½). 

3.2 There is no documentation to control the 
transfer of completed units to the finished 
goods store (1½). 

3.1 When the technician requires components he 
should complete and sign a two-part, pre-
printed, sequenced component requisition 
(1½). 

3.2 This document should be cross-referenced to 
the production order, for which the 
components are required (1½). 

3.3 The technician should detail the components 
required as per the production order and sign 
the requisition (1½). 

3.4 On receipt of the requisition, the component 
warehouse storeman should: 

 * Confirm, by reference to his copy of the 
production order that the components 
requisitioned are included on the 
production order (valid) (1½). 

 * Make out and sign a two-part, pre-
printed, sequenced component issue 
note detailing what is being issued 
(quantity and description) and cross-
reference it to the component requisition 
(1½).  

3.5 On taking the components, the technician 
should check what he is accepting and sign 
the component issue note to acknowledge 
receipt thereof (1½). 

3.6 Component requisition and component issue 
notes should be filed together by numerical 
sequence (1½). 

3.7 On completion of a batch of units, the 
technician should complete and sign a two-
part “finished goods transfer form”, a pre-
printed sequenced document, detailing the 
quantity and description of items completed 
and cross-referencing it to the relevant 
production order (1½). 

3.8 Both copies of the transfer document should 
accompany the goods to the finished goods 
warehouse where the warehouse clerk 
should: 

 * check what is being received against the 
transfer document; and (1½) 

 * sign both copies (1½). 
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Weakness 

 

 
Recommendations 

3.9 The technician should retain one copy and 
the finished goods store should retain the 
second copy. (Note: a third copy could be 
created to be kept in the production office for 
use by the factory foreman/production 
manager) (1½). 

4. No perpetual inventory records for either 
components or finished goods are kept.  This 
weakens control over inventory (1½). 

4.1 A perpetual inventory system should be 
introduced.  It should be kept up to date by 
recording movement of both components and 
finished goods from the documents 
introduced into the system as above (as well 
as purchase and sale documentation) (1½). 

4.2 Regular cycle counts should be conducted 
and discrepancies followed up timeously 
(1½). 

4.3 The perpetual inventory records should be 
written up by the accounting department, or 
someone independent of the custody of 
inventory (1½). 

(Weakness: 6 x 1½ = 9, Recommendation: 20 x 1½ = 30, communication skills = 2, total = 
41) 
 
Comments on question 5 
 

 

Scrutinise the suggested solution and compare the 
weakness to the recommendations. What do you see? 
You should have noticed two things, firstly, each of the 
recommendations relates to the weakness identified in 
the left hand column and secondly, each of the 
weaknesses deals with the internal control which is not 
present. Most of the recommendations consist of more 
than one internal control which can be implemented to 
address the weaknesses identified. 
 

Although the “required” part of the question didn’t state the format in which the question should be 
answered, it is important that a tabular format is used as you will be awarded mark(s) in the examination 
for your presentation and communication skills. 

 
QUESTION 6 27 marks 
 
a) Weaknesses in the year-end inventory count 
  
 The preparation and planning of the count was inadequate due to the following: 

 

 Holding the count over two afternoons so as to allow normal delivery and 
despatch was not sensible (1½). 
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COMMENT 
 

 
Remember that a non-trading day or an overtime count would have resulted in a more efficient count. 

 

 

 The method of counting was inadequate as there was no tag system or double count 
(1½). 

 No count controller was appointed (1½). 

 The composition of the counters was totally inadequate. Whilst knowledge of the 
product is important, counting was not done in teams (1½).  
 

 
COMMENT 

 
Remember that one of the members of the team should be independent of the warehouse function. If 
pickers have been involved in misappropriating inventory, they are now in a perfect position to hide any 
shortages by having the perpetual inventory records amended (adjustments were made without 
authorisation/investigation). 
 

 

 There is no evidence that the warehouse was prepared for the count (although it is 
“tidy”), as the following procedures did not take place: 
- Marking damaged, slow moving and obsolete goods (1½);  
- Identifying expired (nearly expired) chemicals (1½);  
- Preparing a secure area for deliveries to be received during the count and making 

sure goods received up to the 30th, have been unpacked (1½); and  
- Identifying the location of Bushblaze Inc inventory (consignment inventory) (1½).  
 

Stationery count procedures were inadequately designed and incomplete due to the 
following: 

 The quantities of the inventory were included on the inventory sheets, which required 
the counter to merely tick it off after the count. Counters may not actually count the 
inventory (1½). 

 The inventory sheets didn’t include columns for a second count and discrepancies 
noticed (1½).  

 There are no inventory adjustment forms on which count differences/ 
adjustments/results of investigation can be entered for authorisation before the 
inventory records are adjusted (1½).   

 
No written instructions were prepared as: 

 No identification of who should count what (pickers decided themselves) (1½);  

 No method of counting conveyed to counters, count controller and auditors (1½); and 
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 No instructions relating to damaged, slow-moving, obsolete and expired inventory as 
well as to how problems on the count should be resolved (1½).  

 
The count itself was inadequately conducted due to the following: 

 Inventory was only counted once. There was no recount by another counter when a 
discrepancy was identified (1½).  

 There was no identification and recording of slow moving, expired, damaged or 
consignment inventory (1½).  

 There was no count controller, so no walk through of the warehouse once the count 
was complete, thus there was no method of determining whether all inventory was 
been counted (1½).  

 There were no procedures conducted to ensure that goods received or despatched 
during the count were properly accounted for, e.g. quantity reduced where the 
despatch of an item (say on 31 July) which had already been counted on the 30 July, 
took place (1½).  

(18 x 1½ = 27 marks) 
 

QUESTION 7 69 marks 
 
a) Occurrence and authorisation (validity): 

The company pays wages only in respect of genuine hours worked by genuine (not 
fictitious) employees of the company and all wages paid are properly authorised in 
accordance with management’s policies and procedures (1½). 

 
 Accuracy: 
 All wage payments are correctly calculated using the correct hours, rates and deductions 

and all wage transactions are recorded in the accounting records at the correct amount in 
the correct account in the correct period (1½). 

 
Completeness: 
All wages that should be paid are paid, and recorded in the records (1½). 
 

 
COMMENT 

 
You will note that the term: validity is referred to in the question. Please note that the term: validity 
must be replaced with the terms: occurrence and authorisation according to ISA 315 paragraph 
A105. According to ISA 315 application controls help to ensure that transactions occurred, are 
authorised, and are completely and accurately recorded and processed. If transactions occurred and 
the transactions were authorised, the transactions would be valid. Validity therefore refers to 
occurrence and authorisation.  
 

 
b) (1)  Ben Bigg should: 

 Agree the total number of clockcards collected from the racks to the masterlist 
of employees (provided by HR) (1½). 
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 Divide the clock cards into three batches of approximatey 33 cards according to 
the employee’s section (1½). 

 Calculate the number of ordinary and overtime hours worked for each employee 
(1½). 

 Agree the overtime hours per employee to the overtime schedule and confirm 
that they have been authorised by Reagon Seconds (signature) (1½). 

 Complete a (pre printed) batch control sheet by entering: a batch number and 
batch identification (e.g. section A, week 25, wages) (1½) and the following 
control totals:  
- Record count (number of clockcards) (1½),  
- Hours worked, both normal and overtime (1½),  
- Hash total e.g. total of employee number (1½). 

 Enter the batch identification details and control totals in a batch register and 
sign it (1½). 

 
(2) Each foreman should: 

 Check (recalculate) a sample of “hours worked”-calculations for his section 
(1½). 

 Confirm by referring to the overtime schedule that the overtime hours worked in 
his section have been authorised (1½). 

 Confirm by inspection that batch details and control totals have been correctly 
entered in the batch register (1½). 

 Sign the batch register (1½).  
 

(3) Preston Ngcobo should acknowledge receipt of the three batches from Ben Bigg by 
signing the batch register after agreeing the batches he is receiving to the register 
(1½). 

 
c) (1) Access to the local area network (LAN) should be restricted to authorised terminals.  

This is achieved by the use of terminal identification controls (the system will only 
allow access to terminals which have been authorised and identified to the system) 
(1½). 

 
(2) Access to the LAN itself should be restricted by the use of user ID and passwords 

(1½). 
 

(3) Once access to the LAN has been granted, access to the wage application itself and 
to specific modules within the wage application i.e. masterfile amendments module, 
should be further restricted to only staff who need access to fulfil their functional 
responsibility e.g. Preston Ngcobo would have access to the LAN itself and to those 
modules he needs access to enter hours and process the payroll (1½). 

 
 (4) Access to applications/modules within applications will be achieved by the creation of 

user profiles which are linked to user IDs and passwords.  The user profiles 
determine the privileges which are allocated to the user on a least privilege/need to 
know basis (1½). 

 
 (5) Actually restricting access is achieved in different ways. For example, on entering a 

user ID and password, the computer will confirm that both are valid.  If not, the user 
cannot proceed (1½). 
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(6) If the user ID and password are accepted, the applications/modules to which that 
user has access will appear on the screen. Alternatively, all modules will appear but 
those to which the user has access will be highlighted (1½). 
6.1 To gain access the user will “select” and “click”.  There will be no response 

(other than possible screen dialogue) unless the user profile permits it (1½). 
6.2 If a read only privilege is granted, the “screen” will not respond to attempts to 

write to the module (1½). 
 

(7) There should be a full range of password controls (very important part of access 
control) e.g.  
7.1 Unique to the individual (no group passwords) (1½) 
7.2 Changed regularly, not obvious (1½) 
7.3 Kept secret, do not appear on screen, on printouts etc. (1½) 
7.4 Six digits, alphabetic, numeric, etc, mix (1½).  

  
(8) There should be automatic shutdown of the terminal in the event of, say, three 

access violations e.g. incorrect password entered (1½). 
 

(9) There should be a “time out” facility which automatically logs out the user if the 
module is “open” but no activity is taking place (1½). 

 
(10) Access violations (and access) should be logged by the computer.  The logs should 

be reviewed and access violations followed up in an attempt to identify the 
perpetrator (1½). 

 
d) Mandatory field check: This check prevents the process from continuing until “data” has 

been entered into a specific field (1). 
 

 Example: Until a number has been entered into the normal hours worked field, the 
program will not allow Preston Ngcobo to proceed to the next clockcard (1½). 

 

 Verification check: This check verifies data against the masterfile (1). 
 

 Example: When Preston Ngcobo enters the employee number the program will check it 
against the masterfile to determine whether it is listed (i.e. valid employee number) if not, 
no further data will be accepted until the “error” has been corrected (1½). 

 

 Limit check: This check prevents a quantity or amount which is in excess of a preset limit 
from being entered in a specified field (1). 

 

 Example: In respect of entering normal hours worked, a limit check of 45 hours 
(employees work 7am to 4pm) can be programmed.  An attempt to enter normal hours in 
excess of this will not be accepted (1½). 

 
e) Internal controls – Enhancements to the wage application software: 

 Requests for programme changes should be documented on prenumbered, 
preprinted change control forms (1½). 

 These requests should be evaluated and approved by the user department (in this 
case wage section Jerome Jantjies, and management) and Shakira Maharaj, the IT 
manager (1½). 

 The programme change should be managed as a mini-project, e.g. planned properly, 
responsibilities allocated, deadlines set and progress monitored (1½). 
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 Changes should be made to a test programme (a copy of the live program) to avoid 
corruption of the live programme (1½). 

 The “changed” test programme should be thoroughly debugged (preferably by 
someone independent of the programmer making the change) (1½). 

 The programme change should then be discussed with users (wage 
section/management) and they should sign the relevant change control form if they 
approve of the change (1½). 

 The amended test programme should then be placed on the LAN (made live) and the 
updated “change” logged by the computer (1½). 

 Shakira Maharaj should regularly (frequently) review the log of programme changes 
and reconcile it to the change control forms (1½). 

 All documentation relating to the wage application should be updated to reflect the 
change (1½). 

(44 x 1½ = 66, 3 x 1 = 3 marks, total = 69 marks) 
 
QUESTION 8 56 marks 
 

 
Control weakness 

 
Business risk 

There is a lack of division of duties between 
the initiation of the order and its execution as 
the buying officers decide what to order 
without the authority of a signed requisition 
from the warehouse and they place the order 
(1½).    

A buying officer can place an order fraudulently (e.g. 
order goods for himself) (1½). 
 

There is no guidance on which to base the 
quantity of toys to be ordered or whether a 
particular toy should be ordered at all (1½). 
 

When deciding what inventory to purchase, 
the buyers simply look at the quantity on hand 
on the perpetual inventory (1½).   

This may lead to the inefficient management of the 
company’s cash resources i.e. tying up funds in excess 
inventory and potential loss from redundant/obsolete 
inventory (1½). 
 

It may also lead to the failure to order enough 
inventory, resulting in lost sales (1½). 

Orders placed and additions to the preferred 
supplier masterfile are not authorised by the 
senior buyer Goliath Booysen (1½). 

As Goliath Booysen does not see the orders before 
they are sent, there is no check that they are for goods 
for the company, from an approved supplier (1½). 

Access to the local area network at systems 
level is inadequate (1½). 

The use of a general password to get onto the network 
amounts (almost) to uncontrolled access. This 
weakness at systems level, weakens access to 
applications on the network, in this case acquisitions 
and payments (1½). 

There is inadequate access control at 
application level as all employees in the 
“ordering” and “receiving” functions of the 
acquisition cycle have access to all the 
modules in the application by virtue of a 
common password (1½).  

This inadequate access control severely weakens the 
division of duties and the isolation of responsibility as a 
number of employees are able to: initiate an order, 
place an order and effect a masterfile amendment 
(1½). 
 

Consequently, this increases the risk of invalid 
purchase transactions occurring.  For example, a 
receiving clerk could easily place an order for goods for 
himself, receive the goods, steal them, amend the 
inventory records if necessary, and have the company 
pay for the goods (1½). 

When creating a purchase order, although the 
format comes up on the screen, the buyer 
must still enter all the details pertaining to the 
supplier and the goods to be ordered. 

More errors could be made when keying in data, thus 
affecting the accuracy and completeness of the data 
(1½). 
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Control weakness 

 
Business risk 

Therefore, poor programming/application 
design results in the need for employees to 
enter extensive information which is already in 
the database (failure to apply minimum entry 
principle) (1½). 

The receiving clerk checks what has been 
delivered against the suppliers delivery note 
only, and not against the purchase order 
(1½). 

Adjusting the supplier delivery note for discrepancies 
between the goods delivered and the supplier delivery 
note but not for discrepancies with the purchase order 
will result in the company accepting (and ultimately 
paying for) goods in excess of what they ordered or 
which they did not order at all (1½). 

 
As the inventory masterfile is updated by what was 
actually received and the “pending order field” is 
cleared the buyer will not know if there has been an 
over or under supply of what he actually ordered (1½). 
Short deliveries will not be addressed as no 
comparison is made between what was actually 
ordered and received (1½). 

There is no checking or acknowledgement of 
receipt of the goods when they are moved 
from the “receiving department” to the 
warehouse (poor isolation of responsibilities) 
(1½). 

As the boxes are placed in the cage to be dealt with by 
warehouse staff when they have time, there is a period 
when nobody has responsibility for the goods. 
Therefore, if discrepancies are discovered, the goods 
receiving clerk can simply say they put the goods in the 
cage and the warehouse staff can say the goods were 
not put in the cage, i.e. were not in their custody (1½). 

Nobody counts/checks the contents of boxes 
for quantities and goods actually delivered 
and nobody checks for damaged goods: 

 The receiving clerk checks only to the 
details on the side of the box (1½). 

 When the toys are unpacked from the 
boxes in which they are delivered, the 
warehouse packers do not check what has 
actually been received against any 
documentation before the goods are 
packed away on the shelves (1½). 

As Toy-Toy (Pty) Ltd does not know exactly what toys 
they actually received they will in all likelihood be 
paying for goods they never received/are damaged and 
have very poor inventory records which will result in 
losses through inefficient inventory management (1½). 

Poor application/program design results in the 
receiving clerk having to enter data that is 
already on the system when they create the 
goods received note (1½). 

The more information that has to be entered, the more 
errors of accuracy and completeness will arise.  This 
will result in more problems in the functions which flow 
from the goods received note (GRN) e.g. inventory 
record maintenance and payment to creditors (1½). 

The receiving clerk has complete control over 
the information that is entered onto the system 
as he does not simply update authorised 
information already on the system (1½) AND 
nobody checks that the details on the GRN 
agree with the supplier delivery note (1½). 

Significant fraud is possible by the simple entry of 
fictitious (invalid) information, e.g. the receiving clerk 
can make out a completely (or partially) fictitious GRN, 
arrange for a fictitious invoice/statement to be sent to 
Toy-Toy (Pty) Ltd by a fictitious supplier and place the 
resulting payment in his own pocket (1½).  

Controls of masterfile amendments are 
inadequate: 

 A number of employees have access to the 
masterfile amendment module of the 
application (1½).  

Any number of employees could make invalid 
amendments to facilitate fraud (1½). 
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Control weakness 

 
Business risk 

 Goliath Booysen does not authorise 
additions of suppliers(1½).  

 There does not appear to be any 
documentation (masterfile amendment 
forms) to support amendments (1½). 

 There is no review of logs of masterfile 
amendments for accuracy, completeness, 
authorisation and occurance by an 
independent manager (1½). 

The lack of supervisory and managerial 
controls results in a poor control environment 
(1½). 

As neither Goliath Booysen nor any other members of 
the management get involved in the activities 
described, employees will before long realise that they 
can do precisely as they please, including engage in 
fraudulent activities for their own benefit (1½). 

(Weakness: 19 x 1½ = 28½, Risk: 17 x 1½ = 25½, communication skills = 2, total = 56) 
 
 
Comments on question 8 
 

 

 
When asked to describe a weakness you need to 
describe the internal control which is deficient or not 
present. You need to take the mark allocation into 
account to determine in how much detail you should 
answer the question.  
 
 

The question also dealt with business risk. Remember when formulating business risks, you need to 
describe the consequence, not only the risk indicator. But can you still remember what a business risk is 
and how it links with internal controls? The term business risk is defined in ISA 315 as “A risk resulting 
from significant conditions, events, circumstances, actions or inactions that could adversely affect an 
entity’s ability to achieve its objectives and execute its strategies, or from setting of inappropriate 
objectives and strategies.” In other words, anything that might prevent an entity from achieving its 
objectives will be a business risk. In order to address these risks management implements internal 
controls. Internal control is defined in ISA 315 as “the process designed, implemented and maintained 
by those charged with governance, management and other personnel to provide reasonable assurance 
about the entity’s objectives with regard to the reliability of financial reporting, effectiveness and 
efficiency of operations and compliance with applicable laws and regulations”. 
 

 
Study unit 3.3 & 6.1 – Identification and assessment of risk and tests of controls in the 
revenue and receipts cycle 
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QUESTION 9 50 marks 
 
9.1. Audit risk at the overall financial statement level 20 marks 
 

(a)  Risk indicator 
 
 
 
 

(½ mark each) 

(b)  Audit risk 
components (for 
example, 
inherent, control 
or detection risk) 

(½ mark each) 

(c)  Description of the audit risks at the 
overall financial statement level 

 
 
 

(1½ marks each) 

1. Tight audit 
deadline. 

Inherent risk 
 
 
 
 
 
Detection risk 

The annual financial statements (AFS) may 
be materially misstated due to error as the 
financial results prepared by the 
management of Travel with Flair might be 
incomplete due to time pressure. 

 
The AFS may be materially misstated due to 
error as the auditor might not have sufficient 
time to obtain the audit evidence resulting in 
material misstatement going undetected. 

 

2. New audit client. Detection risk 
 
 
 
 
Detection risk 

The AFS may be materially misstated due to 
error as the opening balances might be 
incorrect since there were different auditors 
in the prior year. 

 
The AFS may be materially misstated due to 
error as material misstatements could go 
undetected as the auditor is not familiar with 
Travel with Flair. 

 

3. Conducting 
business 
internationally. 

Inherent risk The AFS may be materially misstated due 
to error as Travel with Flair conducts 
business internationally and the accounting 
treatment of forex transactions is complex. 
 

4. Travel with Flair 
experienced rapid 
growth in its 
business. 

Inherent risk 
 
 
 
Control risk 

The AFS may be materially misstated due 
to manipulation in order to obtain the loan 
from the bank (refer to point 6 below). 
 
The AFS may be materially misstated as the 
control environment could be compromised 
due to the rapid growth. 

 

5. Share options 
based on reported 
profits. 

Inherent risk The AFS may be materially misstated due 
to manipulation as senior executives might 
engage in fraudulent financial reporting, for 
example overstatement of revenue and 
understatement of expenses in order to 
receive share options. 
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(a)  Risk indicator 
 
 
 
 

(½ mark each) 

(b)  Audit risk 
components (for 
example, 
inherent, control 
or detection risk) 

(½ mark each) 

(c)  Description of the audit risks at the 
overall financial statement level 

 
 
 

(1½ marks each) 

6. 2014 AFS to be 
used to obtain 
financing from the 
bank. 

Inherent risk The AFS may be materially misstated due 
to manipulation as directors might engage 
in fraudulent financial reporting, for example 
overstatement of assets and revenue and 
understatement of liabilities and expenses 
to ensure that financing will be obtained. 

7. Travel with Flair is 
currently in a 
labour dispute 
with one of its 
staff members. 

Inherent risk The AFS may be materially misstated due 
to error as the entity might be liable for legal 
damages resulting in negative publicity for 
the entity.  This might lead to the going 
concern assumption not being properly 
accounted for and/or disclosed. 
 

8. Temporary staff 
members are not 
performing after 
two months of 
training. 

Inherent risk The AFS may be materially misstated due 
to error in a poor control environment as 
there might be errors in the financial records 
due to a lack of knowledge by temporary 
staff members and poor training. 
 

9. Lack of personnel 
with appropriate 
accounting and 
financial reporting 
skills (Two key 
staff members are 
on leave and the 
CFO is fired). 
 

Inherent risk The AFS may be materially misstated as 
there might be errors occurring in the 
preparation of financial records due to a 
lack of experienced personnel with 
appropriate accounting and financial 
reporting skills to record complex 
accounting transactions. 
 

(9 x ½ = 4½) + (12 x ½ = 6) + (12 x 1½ = 18), maximum 20) 
 

9.2. Risk of material misstatement at the assertion level 10 marks 

(a)  Description of the risks of material misstatement at the 
assertion level relating to revenue 

(1½ marks each) 

(b)  Assertions 
 

(½ mark each) 

1. There is a risk that revenue might be fictitious as Travel with 
Flair conducts its business over the Internet and hackers 
might gain unauthorised access and make fictitious bookings. 
 

Occurrence 

2. There is a risk that revenue is overstated because of the the 
number of bookings and revenue increased by more than 55% 
from the prior financial year.  

 

Occurrence 
 

3. There is a risk that commission received is calculated using a 
percentage other than the percentage as agreed upon in the 
service level agreements between Travel with Flair and its 
suppliers. 

Accuracy 
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(6 x 1½ = 9) + (8 x ½ = 4), maximum 10) 
 
9.3. Tests of controls in the revenue system 20 marks 
 
1. Enquire from the information technology department whether Travel with Flair’s revenue 

system is protected by means of firewalls and that the connections to suppliers are secure. 
 

2. Inspect the minutes of directors meetings and confirm that the directors approved the 
service level agreements including the budgets and commission percentages with 
suppliers. 

 
3. Inspect a list of bookings that were finalised and inspect Travel with Flair’s bank statements 

to confirm that Travel with Flair received the commission at the end of the next month 
following the month in which a booking was finalised. 
 

4. Inspect a sample of invoices and confirm that the supplier on the invoices is an approved 
supplier on the supplier database for which there is an approved service level agreement. 

 
5. Inspect a sample of invoices and confirm that the prices on the invoice are in line with the 

approved prices on the price database and service level agreements. 
 

6. Attempt to gain access to the DBMS without a unique username and password or by 
entering a fictitious username or password and confirm that an error message is displayed 
and that the unauthorised attempt is logged. 

 
7. Inspect a sample of activity reports to confirm that …  (1½ marks each) 

- only authorised users have access to the DBMS 
- passwords are changed on a monthly basis 
- unsuccessful attempts to gain access to the DBMS are logged and followed up by 

management.   
 

4. There is a risk that commission received from international 
suppliers might not be properly converted into Rands in the 
financial statements. 
 

Accuracy 

(a)  Description of the risks of material misstatement at the 
assertion level relating to revenue 

(1½ marks each) 

(b)  Assertions 
 

(½ mark each) 

5. At year end there is a risk that revenue from commission 
received for the current financial year is recognised after year 
end and not in the current financial year as suppliers only pay 
the commission at the end of the month following the month in 
which a booking was finalised. 
 

Completeness and cut-off 
(½ mark each) 
 
 
 

6. At year end there is a risk that revenue from services 
rendered is incorrectly recognised in the current financial year 
if a booking has not been finalised (payment has not been 
received). 
 

Occurrence and cut-off (½ 
mark each) 
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8. Attempt to print activity reports to a printer other than the printer accessible by the 
information technology department or attempt to access the printer to obtain or intercept the 
activity reports. 

 
9. Enquire whether the financial manager reviews the prices on the price database and 

compare the prices with prices on a sample of invoices (or vice versa) once a month or 
inspect an activity report to confirm that the financial manager accesses the system on a 
monthly basis to review the prices. 

 
10. Attempt to capture a booking but leave out one of the compulsory fields and inspect that an 

error message appears on the computer screen. 
 

11. When completing the fields on the booking form, attempt to, for example (1½ marks each): 
- Enter alphabetical characters where none should exist, for example enter alphabetical 

characters when completing the customer’s contact number or postal code. 
- Enter numerical digits where none should exist, for example when entering the 

customer’s name. 
- Enter past dates instead of future dates. 
- Make bookings exceeding the availability of the applicable flight, hotel or car rentals, etc. 

 
12. Attempt to override the automatic generation of prices from the supplier databases by trying 

to change the prices. 
 
13. Attempt to make a booking by not accepting Travel with Flair’s terms and conditions. 

 
14. Perform an electronic sequence test on invoices stored electronically in a file in Travel with 

Flair’s accounting department or inspect the electronic invoices to confirm that these are 
issued in sequence. 

 
15. Select a sample of invoices and recalculate the total of the invoice calculated by the 

revenue system to confirm that the price is calculated correctly and includes VAT and 
Travel with Flair’s service fee. 

 
16. Inspect a sample of invoices and confirm that payment for the invoices has been received 

within 48 hours from customers by inspecting Travel with Flair’s bank statements and if the 
payment has not been received confirm that the booking is automatically cancelled. 

 
17. Attempt to make a booking for services but omit to make the necessary payment within the 

48 hours and confirm that the booking is automatically cancelled after the time expires. 
(22 x 1½ = 33, maximum 20) 

 

 
Comments on question 9 
 

 

 
The information in question 9 does not only relate to automated 
controls.  The question dealt with an internal control system in which 
some of the internal controls were automated and others were manual 
controls. You first had to identify the internal controls implemented, 
and then had to formulate tests of controls to test the identified internal 
controls. The application controls were tested with audit procedures 
using only invalid test data while the manual controls were tested by 
means of the relevant tests of controls, for example inspect, observe, 
reperform and enquire.  
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Study unit 3.3 & 6.2 – Identification and assessment of risk and tests of controls in the 
acquisition and payment cycle 
 
QUESTION 10 45 marks 
 
10.1. Risk of material misstatement at the overall financial statement level 15 marks 
 

(a)  Risk indicator 
 
 

(½ mark each) 

(b)  Description of the risks of material 
misstatement at the overall financial 
statement level 

(1½ marks each) 

1. Listed on the JSE. The annual financial statements (AFS) might be 
materially misstated as it may not comply with JSE 
regulations resulting in the delisting of the company 
and affecting the going concern of the company. 
 

2. Conducting business 
internationally. 

The annual financial statements (AFS) may be 
materially misstated due to error as Books-4U 
conducts business internationally and the accounting 
treatment for forex transactions is complex. 
 

3. Operates business from several 
branches. 

The AFS may be materially misstated due to error as 
the internal control in the various locations might not 
be operating effectively. 

 

4. Decrease in profits due to new 
technology development. 

The AFS may be materially misstated as the going 
concern assumption might not be properly accounted 
for and/or disclosed. 
 

5. Internal controls regarding credit 
terms and policies were relaxed 
(indicates a poor internal control 
environment). 

The AFS may be materially misstated due to the 
existence of a poor control environment as indicated 
by the relaxation of credit terms and policies. If 
management changes certain internal controls, other 
key internal controls which affect the AFS may also 
be changed. 
 

6. Management’s performance 
bonuses are based on profits. 

The AFS may be materially misstated due to 
manipulation as management might engage in 
fraudulent financial reporting, for example 
overstatement of revenue and understatement of 
expenses in order to receive higher performance 
bonuses. 

 

7. The chief financial officer is 
evasive in answering questions. 

The AFS may be materially misstated due to 
manipulation as the CFO’s integrity is questionable.  
 

8. Books-4U is being sued. The AFS may be materially misstated as the entity 
might be liable for legal damages resulting in negative 
publicity for the entity.  This might lead to the going 
concern assumption not being properly accounted for 
and/or disclosed. 
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(a)  Risk indicator 
 
 

(½ mark each) 

(b)  Description of the risks of material 
misstatement at the overall financial 
statement level 

(1½ marks each) 

9. Changes in accounting system. The AFS may be materially misstated due to error as 
the financial data might not be properly transferred 
and tested from the old accounting system to the new 
accounting system. 
 

(9 x ½ = 4½) + (9 x 1½ = 13½), maximum 15) 
 
10.2. Risk of material misstatement at the assertion level 15 marks 

(9 x 1½ = 13½) + (10 x ½ = 5), maximum 15) 
 
10.3. Tests of controls in the acquisition and payment cycle 15 marks 
 
Payments to suppliers: 

 
1. Inspect a sample of EFT requests to confirm whether the forms are issued in numerical 

sequence. 

(a)  Description of the risks of material misstatement at the 
assertion level relating to the inventory balance 

(1½ marks each) 

(b)  Assertions 
 

(½ mark each) 

1. There is a risk that books which are in transit (imported) may 
have been included before the risks and rewards have passed 
to Books-4U. 

Rights 
 

2. There is a risk that books could be easily omitted from the 
inventory balance due to the movement between several 
branches.  

Completeness 

3. There is a risk that imported books in transit for which rights of 
ownership have transferred may be omitted. 

Completeness 

4. There is a risk that where rights of ownership have not been 
transferred that inventory in transit may be incorrectly included 
in the balance. 

Existence 

5. Regarding imported books (1½ marks each): 
-  There is a risk that imported books are not correctly 

translated at the correct exchange rates at the transaction 
date or at year end. 

-  There is a risk that when determining the cost of books the 
import duties or insurance may not be taken into account. 

 
 
Valuation 
 
Valuation/completeness 

6. During the year profits decreased due to the purchase of e-
books at a lower cost. It is therefore highly probable that there 
will be significant slow moving inventory for which the 
company may underprovide. 

Valuation 

7. When determining the inventory value at year end (1½ marks 
each): 
-  There is a risk that cost is incorrectly determined according 

to the first-in-first-out-cost formula. 
-  There is a risk that books are not recorded correctly as 

errors might have occurred when transferring inventory 
from the old accounting system to the new accounting 
system. 

 
 
Valuation 
 
Valuation 
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2. Observe that the necessary division of duties between capturing and approval of EFTs are 
in place, for example, the junior accountants only prepare the EFTs and the senior 
accountants only approve the EFTs. 
 

3. Attempt to approve an EFT by entering a fictitious username and password. 
 

4. Attempt to process an EFT from an unauthorised terminal. 
 

5. Attempt to process an EFT before 10:00 or after 11:00 or on weekends or public 
holidays. 

 
6. Inspect the records for a sample of EFTs for the date and time of processing to confirm 

that EFTs are processed on working days only between 10:00 and 11:00. 
 

7. Attempt to gain access to the accountants’ terminals by entering an incorrect password 
three times and confirm that the terminal switches off. 

 
8. Inspect a sample of activity reports of unsuccessful access attempts to confirm that the 

financial manager reviews the reports. 
 

9. Attempt to authorise a payment that exceeds the limit of R100 000 per supplier per day 
without using a one time password. 

 
10. Inspect a sample of monthly bank reconciliations for the signature of the financial manager 

as proof that he has reviewed and approved it.  
(10 x 1½ = 15) 

 
 

 Comments 

 
To answer this question, you should have the knowledge and an understanding of the background 
and facts of tests of controls in a manual and an automated environment. You should then be 
able to apply the theory and your knowledge to the question. 
 
Examination technique: 
 
Question 10.3 requires you to describe the tests of controls when making payments to suppliers. 
The question is not limited to certain tests of controls, therefore you may describe tests of controls 
related to inspect, observe, reperform and enquire including audit procedures using CAATs. 

When describing tests of control, I want to draw your attention to the following pitfalls that students 
often fall into: 
 
Student’s answer: Inspect a sample of monthly bank reconciliations for the signature of the 
financial manager. 
 
Comment on student’s answer: This student will not receive full marks for the test of control 
formulated above because the student did not indicate WHY the test of control is performed. 
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Correct answer: Inspect (HOW) a sample of monthly bank reconciliations (WHAT) for the signature 
of the financial manager as proof that he has reviewed and approved it (WHY).  
 
Do you see how you need to elaborate on your answer and explain exactly what you are doing 
when you describe the tests of control? 

 

 


